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Part One
Introduction
It has been said that the only sure things in life are death and taxes, and while this is most
certainly true of the former, the later will require mastery of the tax code and ensuing cases
before you will have a complete picture. The tax code, which started out as a 400 page
document is now some 3,387 pages long with a voluminous amount of tax court cases to
interpret the code, and many issuances by the Internal Revenue Service to provide further
clarification of the code.
Somewhere intertwined in the tax code and the ensuing court cases is an explanation of
how gambling winnings and losses are taxed by the federal government. This paper will explore
the topic and bring clarity to those interested in understanding how gambling winnings or losses
are treated by the US tax code.
Purpose
The purpose of this paper is to create a guide that will provide an understanding of how
the treatment of gambling income fits into the greater tax code and how it impacts gamblers.
This paper will be of value to tax practitioners, who are not familiar with the subject, academics
who wish to explore the topic further and gain insights into where we are today in the evolution
of the tax code on this matter, and even to those in the press or elsewhere who wish to write
advocacy pieces on the topic. An understanding of the topic is required if one is to make the
case that gamblers should be treated more or less harshly by the Internal Revenue Service, and
this paper will give them that foundation from which they can build. Lastly this paper will be of
value to the individual who gambles and wishes to comply with the law.
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Statement of Problem
While there is a vast amount of data on this topic, it is tremendously fragmented and
often times unclear. There are examples of the IRS issuing technical advice or making a ruling
then contradicting it in a later in what appears to be similar circumstances. New revenue
procedures have been issued by the IRS then immediately withdrawn. Often times the IRS will
issue advice that is intentionally vague and even indicates that it is not to be used as precedent
setting. If one were to explore the topic, he would have a real risk of thinking he has found the
answer he is looking for, not knowing there are possible other issues that are involved.
Until the tax code evolves further, this paper will be a current source for those who wish
to better understand how the tax code affects gamblers, without being at risk of only having a
partial understanding of the topic. The reader will understand how to properly account for and
file his taxes with gambling winnings or losses if he seeks this knowledge. For those interested
in further exploration of the matter they can use this paper as foundation that will expose them to
all relevant matters on the topic.
The problem currently is that this area of the tax code is a very niche subject that that has
a lot of vagaries in it. This leaves the taxpayer in a position where he is often unclear about
certain things even if he is trying his best to comply with the law. All of the information is out
there, but a normal taxpayer does not have the time, knowledge, or resources to compile all of
the information in one place and draw conclusions from it. The IRS website is a reasonably
good resource, but it only offers the most basic levels of information. For example a person
wanting to know if he qualifies as a “professional gambler” would not be able to find such
information from the IRS website. He would have to go through the case law on the matter to
see how the courts have ruled then make a determination as to how close his situation fits that of
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the cases dealing with the matter. This paper will not be able to answer this individual’s question
either, but it will give him an excellent sense of the relevant issues and it will let him know what
it means to be considered a “professional gambler”. This is one basic example of a problem this
paper will address and there are many other interesting issues that will be covered as well.
Justifications
Of the 220.4 million Americans age 21 and older, 61.7 million (28%) visited a casino in
2009 (VP Communications, Inc. and Hart, 2010). There are over 832,000 gaming machines in
over 11,000 casinos across America, and all indications suggest that there will be more as time
goes on. Pennsylvania, Delaware, and West Virginia recently expanded the legality of gaming
from only allowing slot machines to now allowing table games. Without addressing the
morality, social impact, economic impact, or other exciting issues surrounding the expansion of
gaming, it is clear that gambling has a significant place in America today.
The 61.7 million people who visited a casino in 2009 are legally required to report any
gambling winnings they may have had, no matter how small and regardless of the fact that they
may have ultimately lost those winnings later that day or even later that year. In the year 2000
about 1.4 million tax returns reported gambling income totaling almost $17 billion (Bell, 2003).
This sum included winnings from casinos, race tracks, lotteries, raffles, and jackpots, as well as
the fair market value of prizes such as cars and houses. In 2007 it is estimated that Americans
lost $92 billion (Congressional News, 2010).
It should be noted that casinos win the difference between what players lose and players
win. For example if two players enter a casino and one loses $1,000 and the other wins $900 the
casino only wins $100. This is obvious, but the winning player must show $900 in winnings as
income on his taxes. Therefore, if we apply a similar ratio to the amount players lost in 2007, the
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amount that taxpayers should have shown as gambling income is actually closer to $828 billion
even though they would go on to win back $920 billion of that. Although a lot of growth
occurred between 2000 and 2007, it is safe to assume that Americans are only claiming some 5%
or less of their actual gambling winnings.
Some of this lack of reporting is likely due to ignorance of the law (which is never an
excuse when dealing with the IRS), while some of it is probably outright fear and/or tax fraud.
Understanding the tax code, however, can be quite complex for people. Americans now spend
7.6 billion hours a year grappling with an incomprehensible tangle of deductions, loopholes and
arcane reporting requirements. That is the equivalent of 3.8 million skilled workers toiling fulltime, year-round, just to handle the paperwork. By this measure, the tax-compliance industry is
six times larger than car-making. An incredible 82% of taxpayers are so flummoxed that they
pay for help. Some 60% hire an accountant or tax preparer, while another 22% use tax software
(“The Joy of Taxes,” 2010). Bringing more clarity to this issue at a time when gambling is so
prevalent seems not only appropriate but also quite timely.
Limitations
Covering this topic comes with a fair number of limitations. The major limitation is the
very thing that makes this paper so appropriate to write. This limitation is the simple fact that
tax law and how it is interpreted is always changing. This arena is by no means stagnant and
with the continued expansion of gaming across the country and across the internet it will likely
continue to change. For this reason, the reader should always look for more current rulings, and
issuances by the IRS.
A second limitation is self-imposed so as to keep the focus of the paper on depth rather
than breadth. This paper does not examine the tax policies of individual states or other countries.
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To do so would be beyond the scope of this paper and lessen its broad-based appeal. While there
are certainly those interested in Indiana state tax policy as it pertains to gamblers, the goal of this
paper is to provide clarity on a topic that impact all gamblers in America, not just a few.
The issue of gaming taxes will also be avoided as they are somewhat off topic, but it is
important to address that here. These are taxes levied on the amount of money a casino wins
before expenses are taken out. These are not to be confused with income taxes, which are also
paid by casinos and are the net result of revenues minus expenses. These gaming taxes are often
written about when there are discussions of building a new casino and the amount of tax revenue
that can be generated. As this sort of tax does not impact the individual gambler directly,
discussion of such taxes will be avoided.
Lastly, this paper will not delve deep into distinction between the various types of
gambling income one can have. For example it does not address the difference between money
won at a Native American casino, the lottery, the internet, or through illegal gambling. While
these matters will be touched upon, the focus of this paper will be the same as that of the IRS –
on the fact that there is gambling income, and it is therefore taxable, irrespective of the source.
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Glossary
Adjusted Gross Income (AGI): Income (including wages, interest, capital gains, income from
retirement accounts, alimony paid to you) adjusted downward by specific deductions (including
contributions to deductible retirement accounts); but not including standard and itemized
deductions, IRA contribution or student loan interest.
Form 1040: See Appendix A
Form 1099 Misc: See Appendix E
Form W-2G: See Appendix D
Itemized Deductions: An incurred expense which reduces an individual's taxable income, in
accordance with IRS regulations (specifically, such deductions are usually limited to 2% of
adjusted gross income). Examples include mortgage interest, state and local taxes, charitable
gifts, medical deductions, and gambling losses.
Schedule A: See Appendix B
Schedule C: See Appendix C
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Part Two
Literature Review
Introduction
The related literature on this topic takes many forms, most of it being generated by the
government itself. The tax code, court cases, IRS advice memorandums, and the like are
foundation on which the modern tax scheme in the United States has been built. Therefore it
stands to reason that a paper on a specific area of US income taxation will also be comprised of
the same literature.
In an effort to stay true to the purpose of this paper the literature reviewed will be focused
almost entirely on the current tax law and not on the history of how we have arrived at our
current state. That is not to say that 70 plus year old items will be referenced in this paper,
sometimes they may be the most current source. This only means that the source was valid at the
time and nothing in the interim has changed that fact.
This paper will answer a few questions: 1) What constitutes gambling income? 2) How
is gambling activity treated by the IRS? 3) How does one properly track and substantiate their
gambling activity? 4) How does the concept of withholding taxes from winnings work? Each
of these questions leads to other interesting question that will be explored here, and the reader
will gain a very solid understanding of how the Internal Revenue Code impacts gamblers.
Defining Gambling Income
In the case of Goedel v. Commissioner (1939) the court defined the term “wager” as “An
agreement between two or more persons that a certain sum of money or other thing shall be paid
or delivered to one of them on the happening or not happening of a specified (but uncertain)
event.” While this definition was used by the court in this case, it provides little or no guidance
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as to what constitutes gambling income. The significance of there being a lack of a definition of
the term “gambling” by the Internal Revenue Code (IRC) is that without such a definition one
does not know if certain forms of income are to be treated as gambling income or some other
form. For example is money earned day-trading stock options or derivatives considered
gambling income? What about winning money on a game show or in a prize in a raffle? If one
is a professional poker player and has a reasonable expectation of long-term profit is his income
considered gambling income or is this regular income as if he is in business for himself?
While the IRC does not provide a definition of “gambling” or more specifically
“gambling income”, the IRS has offered some guidance on the matter. The IRS states,
“Gambling income includes – but is not limited to – winnings from lotteries, raffles, horse and
dog races and casinos, as well as the fair market value of prizes such as cars, houses, trips or
other noncash prizes (Internal Revenue Service [IRS], 2003).” This is a pretty straightforward
definition, but in its absence, one may be inclined to include income from insurance policies,
stock market transactions, and the like as part of gambling income. For clarity and for the
purposes of this paper, gambling income is almost exactly what a reasonable person thinks it
would be, and winnings are anything of value that is received from such activities.
Types of Gambling Winnings
It has been determined that gambling winnings are taxable as income regardless of
whether the gambling activity was legal or illegal at the time the winnings were generated
(James v. United States, 1961). While much has been written about internet gambling and
proponents of it suggest that legalizing it will allow the government to tax it, it should be noted
that these arguments usually refer to taxing the operator of the internet site. Money that is won
gambling on the internet is fully taxable as gambling income regardless of where in the world the

9

operator is. Another misconception is that money won gambling overseas or on cruise ships is
not taxable. This however, is fully taxable as well, and to omit such winnings is considered tax
evasion (IRS, n.d.a).
Some gamblers think they are only required to claim that which they have been issued
paperwork by the casino for. For example, certain winnings require the gambling establishment
to furnish the player with a Form W-2G Certain Gambling Winnings and a second copy is sent to
the IRS to provide a record of the winning. The purpose of such paperwork is to give the IRS
some idea of who is winning money in casinos, race tracks, and the like. Regardless of whether
the casino issues paperwork for a win or not, it is all taxable. The difference between winnings
with and without paperwork is simply that the IRS already knows about a taxpayer’s gambling
winnings that required a W-2G.
Winnings from tournaments are also taxable regardless of how much one may have paid
to enter the tournament. This is significant because a person could theoretically pay $10,000 to
enter a tournament and only win $10,000 for a profit of zero. The entire amount of the winnings
must be claimed as gambling income, but later in the paper we will discuss how the tournament
entry fee may be deducted against gambling winnings.
Similar to tournaments are contests such as beauty contests and game shows like The
Price is Right. Income from such sources are not considered gambling income, but none the less
it is considered income and must be reported as “prizes and awards”. The significance of this is
this distinction is that someone who wins money or a prize on a game show may not deduct his
gambling losses against this income (IRS, 2009). This area of the tax law can be difficult when
determining what exactly constitutes a prize income and what constitutes gambling income.
Sometimes casinos hold drawings for prizes and the taxpayer would certainly want it to be
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considered gambling income so he could deduct losses against the amount of the prize. He could
make the case that he was part of the drawing because he is a gambler and this is an extension of
his other gambling. However, if the same drawing were held at a baseball game and he was
sitting in the lucky seat, he would have a much harder time making the case. An individual who
is unsure is best to consult a tax advisor, but as a general rule, most of the case law supports
classifying income as being from gambling if the taxpayer risked something of value to obtain
the winnings.
Comps and Cash Back
In an effort to create loyalty to a given casino or casino company, it has become a
standard industry practice to give players “comps”, which is a term used to refer to
complimentary items such as food, beverage, rooms, show tickets, and the like. Sometimes the
value of these comps can be well into the thousands of dollars or even hundreds of thousands of
dollars for players who gamble significant amounts. In these cases they can include but not be
limited to the use of private jets, villas, rare wines, and even shopping sprees. A player can earn
these comps by increasing the amount of time he spends playing, increasing his average bet, or
playing games where he is expected to lose at a faster rate. Comps are allocated proportionately
to what a player is expected to lose in a casino. While comps cannot be considered a gambling
win in the technical sense since there was really no gamble involved. In fact, it is closer to a
purchase than a gamble in that if a player gambles a certain amount of money in a machine he
will earn a certain amount of comps.
The IRS has not issued any guidance on the taxability of comps, therefore it remains a
grey area. This is an excellent example of how the tax code is eternally evolving. It is likely that
at some point in the future there will be a ruling on this but for now there is no clarity, so this
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paper will examine the issue. One way to determine if it is taxable would be to see what the IRS
has instructed casinos to do with respect to issuing W-2G statement, since it stands t reason that
if casinos are required to issue these statements to players in receipt of comps then the comp is
clearly expected to be reported as income. At the time of this writing, no such guidance has been
issued.
In addition to comps, another way casinos reward players for their play is to give them a
small percentage of their bets back in the form of cash. Usually this is expressed to players in
terms of points for cash. For example, $10 in bets on a slot machine (regardless of it resulting in
a win or loss) may equal one point. When the player amasses 100 points he can get five dollars
in cash. Because this is actual cash a player is receiving from a casino it may have the
appearance of being more like gambling income or some other form of income, but the IRS has
not offered any guidance on this matter either.
In an effort to find an answer, one can look at other forms of cash back such as the one
percent cash back promotions that credit card companies offer. It is not exactly the same as that
which casinos offer, but with the lack of clarity on the issue one must try to interpret the law or
in this case lack of law. Unfortunately, like comps, the IRS has not issued any guidance on the
tax treatment of credit card cash back. They have indicated that taxpayers are not required to
claim frequent flier miles or any other in-kind promotional benefits that are the result of travel
(IRS, 2002). This is about the closest the IRS has come to determining if comps are taxable.
According to Revenue Ruling 76-96, (1976), rebates are considered a reduction in the
purchase price of a transaction and are not required to be included in the taxpayers gross income.
This ruling stands today, therefore if one were to interpret the cash back and comps from casinos
as a rebate it would not be incumbent on the taxpayer to include this as income. A taxpayer who
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wishes to make the case that his comps are either rebates, or that they are no different from the
accumulation of frequent flier miles could make the case that his comps are not taxable, but until
the IRS rules it will continue to remain a grey area.
How is Gambling Activity Treated by the IRS
Now that it has been determined what exactly constitutes gambling income, as well as
what the grey areas are, it is now is appropriate to explain how gambling winnings and losses are
treated by the IRS. This section will explore some of the inner workings of the code as it
pertains to gambling activity.
Calculating gambling winnings can be done many ways despite the relative simplicity it
may appear to have to the average taxpayer. It seems perfectly reasonable for winnings to be
considered that which one profits over a period of a single trip to a casino or other gambling
establishment. Others may consider winnings to be that which they profit during a single session
of play. For purposes of calculating taxes, winnings are considered on a calendar year basis, so it
may stand to reason that if the sum of one’s gambling sessions resulted in a profit for the year
that this amount is what would be considered gambling winnings. None of these methods of
calculating winnings are agreeable to the IRS. Taxpayers should be aware that this method of
accounting for gambling activity is called “netting” gambling sessions, and it is prohibited by the
IRS (McClanahan v. United States, 1961).
For purposes of determining taxable income, gambling winnings are the amount of the
payoff less the cost of the wager. If the cost of a wager is included in the payoff, such as in horse
racing and sports wagers then the taxpayer is entitled to exclude that portion from gambling
winnings (Tax Court Memorandum No. 24, 1986). Taxpayers are required to list the sum of all
individual winning gambling sessions or bets in the case of horse racing, sports betting and such,
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as their gambling income and then separately list the sum of all their individual losing gambling
sessions as gambling losses (Revenue Procedure No. 29, 1977). For example a player who
visited a casino ten times to play blackjack and experienced five $200 winning sessions and five
$200 losing sessions is required to claim $1,000 as gambling income then he may deduct $1,000
as gambling losses. Those who gamble professionally may have a slightly different tax
treatment, but this is a special classification of gambler of which very few people are.
Line 21 of form 1040 (Appendix A) is “Other income”. This is where gambling
winnings are to be claimed as income. Gambling winnings are both cash and the fair market
value of prizes. On Schedule A (See Appendix B) line 22, ‘Other expenses” is where the
taxpayer will enter the sum of all losing sessions of play. A taxpayer who chooses to take the
standard deduction and not itemize their deductions on Schedule A may not deduct their losses
(McClanahan v. United States, 1961). Married couples who wish to combine their gambling
winnings and losses in a given year may do so, but just as is the case with individuals, gambling
losses may not exceed gains (Treasury Regulations, Subchapter A, Sec. 1.165-10).
Gambling Losses
Gambling losses are both cash losses as well as the amount paid to enter gambling
tournaments. Tips made to dealers throughout the course of play are considered discretionary
and are not to be included as losses. In fact, tips given to dealers should be added back to the
amount a player has at the end of a session whether he won or lost. For example a player who
won $500 and tipped $60 is required to show $560 as his total winnings. Expenses incurred in
the process of gambling are not deductible. These include drinks, travel expenses, trade
publications, and the like. If the taxpayer is considered a professional gambler however, he is
able to deduct certain expenses.
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Since losses may not exceed gains, the smallest amount one can show as gambling
income in a given year is zero and it may not be a negative number (IRS, n.d.b). In other words
the taxpayer may not have a negative number as the amount of his gambling winnings. The
significance of this is the impact is has on the tax treatment of losses, namely in two areas. In
other forms of income such as capital gains earned by investing in stocks, a taxpayer with a net
loss in a given year may apply that loss to reduce other forms of income (Tax Topic 409, 2010).
For example an individual who earns $40,000 per year in his job and loses $2,000 investing in
stocks may reduce his income by $2,000 and only be required to pay taxes on $38,000 of
income. This is not the case with gambling losses, the same taxpayer would be required to pay
taxes on the full $40,000.
The second way that disallowing gambling losses is relevant to gamblers is that there is
no carryover of losses to other years like there is with business losses, hobby losses, and capital
losses. For example a taxpayer who lost $2,000 in 2009 may not carryover his losses to offset
gambling winnings in 2010, even though they are the same types of income. The reason at the
core of this, is that a taxpayer cannot ever show a loss because losses may only be deducted up to
the amount of the gambling winnings (IRS, n.d.a)
With losses generated from a hobby engaged in for profit however, the taxpayer would be
able to carryover his loss from 2009 to offset profits in 2010 (IRS, n.d.c) of the IRC does not
allow any deductions for activities “not engaged in for profit.” It is reasonable to think that most
gamblers engage in the act of gambling for profit, however the more interesting question is, do
gamblers have a “reasonable expectation of profit,” which is the issue that governs Section 183.
For those with hobbies, such as stamp collectors, one is deemed to be “engaged in for profit” if
he generates profit for three out of 5 consecutive years (IRS, n.d.c) Once it is deemed that a
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hobby is “engaged in for profit” the taxpayer may not only deduct losses, but may also carry
them forward. If such a strict standard were applied to gambling losses, it is unlikely many
gamblers could prove they gamble “for profit” rather than as a hobby. This however, is moot
since the IRS has made clear that gambling losses are not considered hobby losses and therefore
may be deducted against all gambling winnings, but unlike hobby losses they may not exceed
gains. There are many possible reasons that the IRS does not allow gambling losses to exceed
gains, but the purpose of this paper is not to speculate as to why the tax policy toward gamblers
is what it is, but rather explain just what it is.
Professional Gamblers
Those who gamble professionally are considered to be in the “trade or business” of
gambling to use the IRS terminology. The difference between those who are considered
professionals by the IRS and recreational gamblers is that professionals may deduct certain
expenses (Groetzinger v. Commissioner, 1987). Like other gamblers, professionals may not
have losses exceed gains thereby eliminating the benefits of carryover losses, deductions against
ordinary income that others in a “trade or business” enjoy (Tax Court Memorandum No. 282,
2000). Recently however, the IRS has indicated the possibility that expenses, not to be confused
with losses, may be able to exceed gambling winnings (IRS, 2008). This would mean that a
professional gambler who won $40,000 in a year but had travel and other legitimate expenses of
$45,000 could show a loss of $5,000. This loss would then be treated like any other business
loss meaning it can be carried over to other years or be deducted against other forms of income.
This however is not a certainty. This memo, while from the IRS clearly states, “This advice may
not be used or cited as precedent (IRS, 2008).” Therefore, while it gives the professional
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gambler some hope, he should still proceed with caution when showing a loss as a professional
gambler.
Naturally with the ability to deduct the cost of a plane ticket to Las Vegas, hotel rooms,
and the like everyone who has to claim gambling income would want to be considered a
professional gambler. The tax court will consider one to be a professional, “If one’s gambling
activity is pursued full time, in good faith, and with regularity, to the production of income for a
livelihood, and is not a mere hobby, it is a trade or business within the meaning of the statutes
with which we are here concerned (Groetzinger v. Commissioner, 1987).” In short, the court is
saying that regardless of how good you are at gambling or how often you do it, you must really
treat it as a business and rely on it for your livelihood. This is a standard that most cannot meet
since for the most part simply having another job will usually eliminate your chances of being
considered a professional. It is possible to still have a job and be considered a gambler, but this
is quite rare (Barrish v. Commissioner, 1984).
Professional gamblers are required to fill out Schedule C “Profit or Loss from Business”
(Appendix C) rather than listing winnings on form 1040 and losses on Schedule A. The resulting
profit is then listed on line 12 of form 1040 as “business income”. This differs from the
recreational gambler in that wins and losses get to be combined rather than listing the income
and expense (losses) separately. The significance of this is that it will allow the taxpayer to have
a lower adjusted gross income (AGI), which impacts many areas of tax policy. A recreational
gambler who won $5,000 in a year over 20 trips to casinos may have to list $45,000 in gambling
income and $40,000 in gambling losses. This will make his AGI higher by $45,000 and this will
impact his ability to deduct medical expenses, qualify for certain tax credits, or even be eligible
for certain scholarships that are based on your AGI. The professional on the other hand would
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show $5,000 less whatever expenses he incurred, thereby only slightly increasing his AGI. The
professional gambler is also required to pay all of his 15.3% self-employment tax, which he
could normally rely on his employer to cover part of (IRS, n.d.d).
Substantiating Gambling Activity
It would be relatively easy for a taxpayer to claim he has gambling winnings or gambling
losses without the IRS ever knowing if he is being truthful. There are not a lot of reasons that
gamblers would want to claim gambling winnings they do not have, as it results in a higher tax,
but there is sufficient motivation for one to claim losses that he never incurred. Some winnings
are pretty easily substantiated because the gambling establishment will issue the gambler a form
W-2G (Appendix D), and file a copy of it with the IRS. This lets the IRS know what they can
expect to see as a minimum amount of gambling income when you file your taxes. These
statements are not unlike those given to an individual by his employer at the end of the year. The
statement lets you and the IRS know exactly how much was paid to you. For certain large
winnings the IRS requires that the establishment withhold taxes from the winnings at the rate of
25% (IRS, 2010a). With gambling winnings there are different events that can trigger the
issuance of a W-2G. These events are different for the various game types and according to the
2010 Instructions for Forms W-2G and 5754 the following guidelines are used for issuing W-2G
statements and withholding taxes from winnings.
Horse racing, dog racing, jai ali, and other wagering transactions (such as table games)
not discussed later: Winnings of at least $600 and at least 300 times the amount of the original
wager. Withholding is required if the amount is at least $5,000 after reducing the amount of the
wager and 300 times the original wager.
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Sweepstakes, Wagering Pools, and Lotteries: Winnings of at least $600 and at least 300
times the amount of the original wager. It is the taxpayer’s option to reduce the amount of the
winnings by the amount of the wager in determining if a W-2G is required to be issued.
Withholding is required if the amount is at least $5,000 after reducing the amount of the wager
and 300 times the original wager. If the payment of a prize is made in installments, it is still
required that 25% be withheld.
Bingo and Slot Machines: Winnings of at least $1,200 require that a W-2G is issued to
the taxpayer. This amount may not be reduced by the amount of the wager in determining if
reporting is required. There is no amount at which withholding is required.
Keno: Winnings of at least $1,500 require that a W-2G is issued to the taxpayer. This
amount may not be reduced by the amount of the wager in determining if reporting is required.
There is no amount at which withholding is required.
Gambling establishments are also required to withhold from a gamblers winnings if he
cannot furnish a taxpayer identification number or a social security number. The reason for this
is that if winners did not have to give one of these numbers the IRS would not know who the
winnings were given to. Without knowing who received the winnings it would be dramatically
more difficult for the IRS to know where to look for people who are not reporting gambling
income. The withholding rate in such situations is 28%.
Income earned from contests, raffles, and such are not considered gambling income and
as a result they do not require the paying entity to furnish W-2G statements. The statement given
to an individual in receipt of these prizes would be Form 1099 Miscellaneous Income
(Attachment E). Because this can be somewhat confusing it is not uncommon to have a situation
where the paying entity issues a W-2G instead of a 1099. This is most common when casinos,
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racetracks and the like give large prizes away because they are use to using the W-2G
paperwork. The inverse of this can happen too, where a taxpayer in receipt of gambling
winnings is given a 1099. Issuing the wrong from can create confusion and even mislead a
taxpayer who is trying to determine if his winnings are gambling winnings or prize winnings. If
it is gambling winnings then losses may be deducted against it, but if it is prize winnings the
amount must be fully taxed and there is no way to reduce it. The form that is issued to the
person in receipt of the money or prize is not what is relevant to the IRS. They are concerned
with how the money was earned and this is the determination that will be used when determining
the form of income (IRS, 2010b).
While it is clear when a gambling establishment must report your winnings, and certainly
an acceptable form of proof to the IRS, most winning and all losing sessions do not result in the
issuance of a W-2G. For this reason the IRS issued Revenue Procedure 77-29 requiring that
gamblers maintain a log of all gambling activity that includes but is not limited to the following:
1) Date and type of specific wager or wagering activity; 2) Name of gambling establishment; 3)
Address or location of gambling establishment; 4) Name(s) of other person(s) (if any) present
with taxpayer at gambling establishment; and 5) Amount(s) won or lost. In addition to the log,
verifiable documentation is required such as wagering tickets, canceled checks, credit records,
bank withdrawals, and statements of actual winnings or payment slips provided to the taxpayer
by the gambling establishment. The revenue procedure goes on further to say, “Where possible,
the diary and available documentation generated with the placement and settlement of a wager
should be further supported by other documentation of the taxpayer’s wagering activity or visit
to a gambling establishment. Such documentation includes, but is not limited to, hotel bills,
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airline tickets, gasoline credit cards, canceled checks, credit records, bank deposits, and bank
withdrawals.”
Taxpayers in the past have relied on the casino to track all of their wins and losses for the
IRS through the use of a player loyalty card. This is a card that can be inserted into every slot
machine or given to pit bosses when playing table games. The casino will track an individual’s
gambling activity and give him comps based on the amount he plays. Since the data is all
available in the casino’s database they will issue the player a year-end statement indicating what
they show his win or loss for the year to be. Taxpayers have then submitted this letter to the IRS
to substantiate their gambling activity. The IRS however may reject the use of these letters as
evidence of gambling activity due to the fact that they are not considered a complete snapshot of
one’s annual gambling activity (Benston, 2007). Players are only tracked when they insert their
card in a machine or give it to a pit boss, and furthermore, a single player may have dozens of
accounts with casinos further adding t the possibilities for inaccuracy. It is actually standard for
these statements to come with disclaimers regarding their possible inaccuracy.
Conclusions to Literature Review
Very little in the area of taxing gambling income is perfectly clear, leaving the taxpayer
in a position where he is potentially at risk of violating the law. This has the potential to become
problematic as a taxpayer could end up losing an audit and be required to pay fines and interest
on his underpayment of taxes. It is easy to envision a player who frequents a particular casino
being invited to a New Year’s Eve party at the casino as a result of his regular play on the slot
machines. While at the party there is a drawing and he wins a car. Upon filing his taxes he
includes the fair market value of the car in his gambling winnings, but like most regular
gamblers, he has significant losses for the year too, which he deducts against the winnings. The
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IRS then asks him to substantiate his winnings and during the audit they see that he won the car
not by the pull of a slot machine but by having his name drawn and risking nothing. The IRS
then tells him that the car is considered prize income not gambling income. He fails the audit,
must pay taxes on the whole amount of the car, as well as pay penalties, and interest on the
amount he underpaid. This is just one example of how the confusion of the tax code can impact
a regular taxpayer who is trying his best to comply. There are many areas within this subject of
the code that can create confusion. There will certainly be more tax cases in this area as more
people gamble and begin experiencing the impact of the code, but for now all one can do is
interpret the code and tax cases as best as possible.
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Part Three
Introduction
As stated throughout the paper there are some areas of tax policy surrounding gambling
winnings that are unclear. Unclear tax policy can result in taxpayers overstating or understating
income. This lack of clarity is certainly not new or unique to this niche area of the tax code. In
fact it is because the government knows that there will be a lack of clarity that there are tax
courts. To suggest that gamblers are being treated fairly or unfairly relative to the rest of the
code is both beyond the scope of this paper and very difficult to conclude. To do so would
require delving into the concept of tax policy and trying to understand what its goal is beyond
raising revenues to fund the government. As one reads the various issues surrounding the
taxation of gambling winnings, it is natural to compare this form of income with other types of
income to see how it compares from a treatment standpoint. Some may claim that hobby income
or certain types of investment income are similar to gambling income and this may be something
for further exploration. It is also interesting to see how the IRS requires that gamblers maintain
records of their gambling activity as well as the thresholds that are set on various games that
result in the generation of a W-2G statement. As technology and the gambling industry have
evolved the tax law has not. That is not to say that it is insufficient, but one can still speculate as
to how the tax policy may evolve in the future with treatment of internet gaming, high limit slots,
and the like.
Ways to Clarify the Tax Code for Gamblers
There are a few areas of the tax code that would likely benefit both gamblers and the
government if they were to be clarified. While it is true that an unclear tax code gives the
government flexibility in their ability to interpret the law, it may not be what is best for ensuring
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maximum compliance on the part of gamblers. When the code is ambiguous, it is not only
difficult for taxpayers to understand, but also for the agents of the Internal Revenue Service to
understand. This lack of understanding could lead to individuals interpreting the tax law in a
way that is favorable to them which means underreporting their income. In some instances it is
possible that it could lead to taxpayers not reporting certain kinds of income at all.
Taxability of Comps
If the IRS would provide clarity as to whether comps are taxable or not then gamblers
and casinos alike could do things to increase the likelihood of compliance with the code. If it
was determined that comps are taxable then the IRS would have to go to the next step of
indicating how to calculate the fair market value of comps and also what comps are to be
included as income. For example, if comps were taxable there would need to be a determination
of how to value of things such as hotel rooms, show tickets, and the like. It would also need to
be determined if such comps fair market value could be determined by the taxpayer or if this
would be the responsibility of the casino issuing the comps. This could become quite
cumbersome to track regardless of who is valuing all the comps if the IRS required that things
such as drinks in the casino, match-play coupons, and the like were considered taxable comps.
Another type of comp that would require clarity as to how it should be properly valued is a free
entry into a tournament that is the result of one’s play in the casino.
If a tournament has an entry fee of $1,000 but is being offered for free to the player then
it is pretty straightforward that the value of the comp in this case would be $1,000. However, if
there is no entry fee because it is a tournament that is only for players who are invited by the
casino, then how can one value such a comp? Perhaps it would be the total prize money divided
by the number of entrants. For example if the prize money for first, second, and third totaled
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$50,000 and there were 100 players in the tournament, then each player has an expected value of
$500 assuming they are all of equal skill level. This would mean that 97 players would all have
income of $500 to pay taxes on while the three top finishers would pay taxes on their prize
money plus the $500 entry fee they received as a comp.
If the IRS ruled that comps are not taxable as gambling income or any other form of
income this would make compliance very easy. Just as it probably is now, people would not
have to show any comps as income. In making it clear that comps are not taxable, they would
protect any gamblers who may be currently including comps as gambling income from
overpaying their taxes owed.
Taxability of Cash Back
It is possible that if the IRS were to issue guidance on the taxability of comps then cash
back would be treated the same way. Just as with comps, if the IRS ruled that cash back is not
taxable as income then compliance would be easy. However, while some may think of it like a
comp that is given to players based on their level of play. Cash however is much easier to value
and track than comps, therefore the IRS may want to treat it differently. A player who plays two
slot sessions, one that results in a $500 win and the other a $500 loss would not owe any taxes
since there are not any wins, but if he were to receive $50 in cash back would it be in the same
spirit of a comp and untaxable? Such a policy could encourage casinos to try to offer more cash
back to players instead of having slot machines that give more in payback. Another issue that
could arise as a result is having to answer the question of whether a discount on loss is the same
as cash back with respect to the IRS. The issue of comps and cash back are currently not
addressed clearly by the IRS and bringing clarity to this area of the code could increase
compliance, which must be a goal of any taxing authority.
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Status of Professional Gambler
Judging by the number of court cases on the matter, another area that could potentially
benefit from greater clarity is that of what constitutes being considered a professional gambler or
put another way, “in the trade or business of gambling.” For reasons stated in the literature
review there are clear benefits to being classified as a professional gambler, such as being able to
deduct expenses such as plane tickets and hotel rooms, that were incurred in the pursuit of
gambling winnings. While the IRS has attempted to bring clarity to this matter, it is not clear
enough to many who self-classify themselves as professionals only to have the IRS rule that they
are not. It does not matter if the IRS makes a narrow or wide interpretation of what makes one a
professional gambler. Clear, unambiguous language such would let taxpayers know how they
are classified. For example, if the IRS issued guidance on the definition of a professional
gambler as one who places a wager 250 or more days per year and more than 75% of his gross
income is derived from gambling activities, this would eliminate much of the confusion that
surrounds this issue and may improve the accuracy of gamblers’ tax filings.
Determining Gambling Income from Other Income
It can be difficult sometimes to determine exactly what is gambling income. This is
especially true when the line between gambling and prizes becomes blurred. A prize won from a
game show is not gambling income. Prizes are taxable, but just not as gambling income. This
means that gambling losses may not be deducted against prize income. Casinos however,
sometimes will give players W-2G statements when then win a lucky draw at the casino. The
W-2G is the casino’s way of indicating that it is gambling income and in some ways it may be,
but if the lucky draw happen at a charity event it would most certainly generate a form 1099 and
would not be considered gambling income. The casino may take the position that the person
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who won the lucky draw was eligible for the drawing by being a gambler in the first place, and
that the lucky draw is just an extension of his gambling much the way a free pull on a slot
machine or a free hand of blackjack would be.
This subtle distinction between gambling income and prize income could benefit from
clarity as it is just too difficult to know what exactly constitutes gambling income. Could a game
show circumvent the law by simply giving possible contestants the opportunity to be on the show
for free or by paying one dollar for the chance to win thousands of dollars worth of prizes? In
the technical sense, placing the one dollar bet on the hope that your name will be called and you
will win prizes is gambling, but win prizes without paying the dollar is not gambling as there is
nothing of value at risk. A game show giving possible contestants this option would allow those
with gambling losses to pay the dollar and eliminate having to pay tax. There is currently no
clarity on this and it is possible that some entities, intentionally or unintentionally, may not be
properly abiding by the tax code.
Tracking Wins and Losses
Gambling is a form of entertainment to most people who gamble. Often times people are
drinking when they play, or they will go from table to table or machine to machine until they
find one they consider to be lucky. This is fairly normal behavior for gamblers, which is why
complying with the substantiation requirements laid out by the IRS is not just difficult but it flies
in the face of the gambling experience. Keeping a log of all of the items the IRS requires a
gambler to is rather cumbersome and even unrealistic some might say. The IRS certainly does
not have to consider the ease with which one can comply with the tax law in order to make sound
tax policy, but it is possible that the easier it is for gamblers to comply with the code the more
likely they will be to file their taxes according to the law.
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The IRS simply does not have the bandwidth to audit each tax return to see if an
individual is excluding gambling income. Therefore, they rely on casinos to help them insure
compliance by having the casinos issue the W-2G statements discussed earlier. Casinos will
issue one copy to the winning gambler and the other copy goes to the IRS so they know how
much to expect that individual to show as gambling income. For winning sessions that do not
result in a W-2G like almost all table game sessions, the IRS must rely on the taxpayer to be
honest. The IRS also relies on the taxpayer to be honest about his gambling losses. This honesty
is relied on whether the gambler maintains a log book or not. It is just as easy to lie on each
entry of a log book as it is to lie one time on a form 1040 when taxes are files and no log book
has been kept.
This issue of substantiating gambling winnings and losses is not going to be easily
solved, but there are some things that the IRS could accept as substantiation of winnings and
losses other than the log book and losing horse racing tickets. Casinos now offer the player the
option of being tracked through the use of a player card. In slot machines this is done by simply
inserting the card into a slot on the machine and in table games the card it given to the pit
supervisor who tracks among other things the amount of chips you brought to the table plus
purchased chips and the amount of chips you left with. The casino does not track you unless you
render your card, but in exchange for being tracked the player can earn comps with a value of up
to 40% of what he is expected to lose. For this reason, the player has a clear incentive to let the
casino track him.
At the end of the calendar year, upon the request of the payer, the casino will issue the
player a letter indicating how much he won or lost throughout the year. The letter usually
indicates that it is only an estimate, and may not be inclusive of all gambling throughout the

28

year. A player who gambles at many casinos will get many letters at the end of the year. The
IRS does not accept these letters as an acceptable means of substantiating wins and losses since
they do not represent a complete record. A taxpayer for example could easily exclude a letter
from a casino where he won significant money, while being sure to include all of the letters from
casinos where he lost. If however, the IRS accepted such letters as proof of gambling activity,
they could even take it one step further and require that casinos issue copies to both the player
and the IRS. This would mean that every player using a player card would have all of his
tracked play sent to the IRS. To actually require casinos to send a copy to the IRS would be an
extreme position, but a more moderate way to address the cumbersome nature of tracking play
and the amount of income that is potentially excluded from taxes each year, is to allow taxpayers
to submit these letters as a valid means of substantiating gambling activity. In this same vein,
the IRS could accept statements from online casinos, race tracks, and the like. Taking this step
may very well increase compliance with the tax code as it would reduce the burden of record
keeping on the taxpayer.
Modernizing the Tax Code
The gaming industry has evolved significantly in the last 70 years. Some of the ways the
industry has evolved has rendered the tax policy a bit out of date and possibly in need of
revision. Slot machines have evolved from single line, mechanically driven devices that are
primarily offered in denominations of one cent to one dollar. They are now electronic, often
video driven rather than spinning reels, and allow the player to bet on multiple lines at once (as
many as 243 lines in some cases), and bet multiple credits on each line. Another change has
been in the denominations offered in the high limit rooms. Some machines allow players to bet
as much as $5,000 per spin. On these high limit machines it is not uncommon for the smallest
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jackpot to exceed $1,200, which is the amount at which casinos are required to issue a W-2G to
the player. This means that literally every time a player wins even the smallest amount on one of
these high limit machines a W-2G must be issued. This requires casino personnel to stand over
the player and write down every winning spin, even if it was only a return of his initial bet that
happen to be $1,200 or more.
This rather labor intensive method of tracking bets could easily be avoided if a slot win
were redefined as the difference between the cash out and the buy in. This would allow the
player to put $20,000 into a slot machine play for hours, winning dozens of $1,200 plus jackpots
but then cashing out for $19,000 and not be burdened with W2-G statements for winnings he
never kept.
Another way the gaming industry has evolved is with the emergence of electronic tables,
which are the presentation of a table game such as roulette in an electronic format. Sometimes
these games are full video presentations of the game, while in other cases there may be a live
roulette wheel that is self-spinning with no dealer and the players make bets on a touch screen
monitor. There are even some games that are hybrids of both, in that a dealer spins the roulette
ball but players make their bets on a touch screen rather than with chips. This all begs the
question, what is a slot machine and what is a table. Gamblers would likely prefer the game to
be classified as a table so as to avoid receiving a W-2G for any wins of $1,200 or more. In the
research for this paper there was no discussion of this topic, but it will become increasingly
common to find these games in casinos. It is up to the state regulator or tribal regulator in the
case of Native American casinos, to determine if a device is a slot or a table game, but does that
mean the IRS has to accept the ruling of the regulator? If so, that could mean a player could play
the same game in two different states and have two different tax treatments. It does not much
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matter how the IRS rules on this matter if they desire to address it, but it would be wise to define
the issue rather than to let casinos define it for them.
The internet has also become a major player in the gaming space and while it is illegal to
play online casino games for money in the United States, it is still something people do. There is
currently no guidelines on how internet gaming is to be treated by the IRS. Any money won by
an American on the internet is clearly taxable as stated in the literature review, but there is no
guidance on record keeping, issuance of W-2G’s or form 1099’s. There is much in the news
about the possibility of legalizing online gaming, and if this were to happen it may be beneficial
to all for the IRS to have some regulations ready to govern the taxation of internet gambling.
Recommendations
It is unknown what percentage of the money won by gamblers is reported to the IRS each
year, but from a review of the literature it appears to be about 5%. Whatever the exact figure is,
it is clear that most of the winnings are not being reported. Someone who wishes to delve deeper
into this topic can explore exactly why taxpayers are not reporting their gambling income; but
what we do know from reviewing the literature on how the US tax policy affects gamblers is that
the tax code is complex, cumbersome for gamblers to abide by, vague in certain areas, and
perhaps even outdated with respect to some forms of gambling. It is reasonable to think these
things play some role in the underreporting of gambling income each year. It is recommended
that tax policy makers evaluate the tax policy and the modern gaming industry with the objective
of making it easier for gamblers to comply with the tax code.
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